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Abstract 
The current paper has focused on the foreign owned Czech banking sector and potential risks which has been nowadays more and 
more discussed within the context of past crises. A possible transformation of Czech subsidiaries, Czech banks, to the branch 
offices of their foreign parent companies in the near future will mean decrease of government’s income from taxes that could 
affect the whole Czech economy. Aim of the current paper is to examine how negatively could change the role of Czech banks’ 
parent companies whose ownership can impact on the development of the government debt in the Czech Republic. In this study, 
it was found significant negative relationship between growth rates of the both, government debt and taxes from banks’ earnings. 
From results of this article it is made future implications for the monetary as well as fiscal policy. 
© 2014 The Authors. Published by Elsevier B.V. 
Selection and peer-review under responsibility of the Faculty of Economics and Business Administration, Alexandru Ioan Cuza 
University of Iasi. 
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1. Introduction 
Czech banking sector is characterized by higher concentration and it is influenced by foreign ownership of 
financial companies from abroad. Past crises impact on all European economies due to globalization and 
internationalization of financial markets. Motivation of this study is very broad but main reason is to highlight 
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positives as well as negatives which can have foreign ownership of banks in Bank based type of financial system  
(B-system), nowadays. 
Several dimensions of the economic globalization can have a positive influence on bank efficiency, concretely, 
actual flows, personal contact, cultural proximity, and political globalization. On the other hand, greater trade and 
capital account restrictions inhibit the efficiency of banks (Sufian and Habibullah, 2012). The recent financial crises 
demonstrate the importance of a global linkage between the financial market, the financial system, and the real 
economy. Stock prices dropped in the major stock exchange markets. That impaired financial institutions’ capital. 
Their net worth deteriorated in the United States, Japan, the euro area, and corporate bond spreads jumped then in 
those areas. That further decreased world GDP and investment, creating the adverse feedback loop (Kalemli-Ozcan 
et al., 2013). Two observations suggest that financial globalization played an important role within the global 
financial crisis in 2007-2009. First, more than half of the rise in net borrowing of the U.S. non-financial sectors since 
the mid-1980s has been financed by foreign companies. Second, the collapse of the U.S. housing and mortgage-
backed-securities markets had worldwide effects on financial institutions and asset markets (Mendoza and Quadrini, 
2010). In contrast with typical findings for manufacturing firms, virtually most banks hold at least some foreign 
assets. Even the smallest banks are active in a relatively large number of countries. Some very unproductive banks 
exhibit commercial presences abroad, too (Buch et al., 2011). Empirically also the literatures on the correlates of 
business cycle synchronization and on how contagion spreads evolved separately. On the one hand, the business 
cycle synchronization literature focuses on long-term averages trying to identify the effect of financial integration, 
and other (mostly bilateral) factors, on business cycle synchronization using cross-country (and cross-country-pair) 
variation. This literature in general finds a positive relation between financial integration and synchronization 
independent on whether the sample includes financial crisis episodes (Ueda, 2012).  
Aim of the current paper is to examine how negatively could change the role of Czech banks’ parent companies 
whose ownership can impact on the development of the government debt in the Czech Republic. Recommended 
policy implications in the article are not useable just for the Czech Republic case, but also for the other European 
economies. Contribution of this study is mainly through pointed out current risks for small economy, but suggestions 
can be moreover useful for making some important economy function that should have incipient European Banking 
Union (EBU). The paper structure is as follows, the second part after Introduction describes the Czech banking 
sector, its last and the most important changes due to foreign ownership. The third section includes a description of 
collected data and methodology that it is used in the article. There is also empirical results and discussion part then. 
The fifth and the last section, finally concludes the paper also together with some policy implications. 
2. Czech banking 
The Czech government adopted a bank privatization program in 1998, leading to the banking sector being 
gradually acquired by foreign investors as they were expected to stabilize banks financially, improve their 
efficiency, and supply expertise in modern banking. Hence, the biggest change occurred between 1999 and 2002 
with the privatization and sale of the three largest banks to foreign banks. Owing to the failures of Czech-owned 
banks and sales to foreign investors, foreign investors controlled 96.2% of the assets of the banking sector by the 
end of 2005 (Derviz and Podpiera, 2008). The bank privatization process took place gradually in the Czech 
Republic. The privatization of CSOB in June 1999 and selling to Belgian KBC Group was followed by the 
emergency sale of the troubled Investiþní a Poštovní Banka (IPB) to CSOB in June 2000. CS was sold to the 
Austrian Erste Bank in 2000 and subsequently merged with Erste Predicting Bank CAMELS and S&P Ratings: The 
Case of the Czech Republic 7 Bank’s branch in the Czech Republic. KB was sold to Société Générale in 2001 and 
then merged with Société Générale’s branch in the Czech Republic (Pruteanu-Podpiera, 2008). The entry of foreign 
banks, especially through the privatization of the largest Czech banks, was expected to provide a substantial increase 
in competition. The issue of competition in the banking sector was often mentioned both in public discussions and 
among practitioners, especially given the fact that banks’ representatives declared that increased competition in the 
banking market was one of their goals. A surge in the number of services and products supplied, especially 
regarding loans, is the main hard fact viewed as signaling an increase in competition in the Czech banking sector 
(Derviz and Podpiera, 2008). 
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Table 1: Market share of selected Czech banks 
  
Czech banking 
assets mil. EUR 
CS (%) CSOB (%) KB (%) 
Market  
share 
(%) 
2002 81 860 17.78 20.62 17.14 55.53 
2003 79 157 18.17 20.14 17.39 55.69 
2004 86 348 17.96 19.32 16.98 54.26 
2005 100 531 18.46 21.09 16.95 56.50 
2006 113 806 18.67 19.57 16.35 54.59 
2007 139 512 17.93 21.25 15.88 55.06 
2008 155 966 17.55 17.01 14.69 49.24 
2009 159 810 17.42 17.84 14.34 49.61 
2010 171 646 17.85 18.01 14.02 49.88 
2011 178 675 17.01 17.93 14.32 49.26 
2012 190 073 16.93 17.29 14.43 48.64 
Legend: An abbreviation CS means ýeská spoĜitelna, CSOB means ýeskoslovenská obchodní banka and KB means Komerþní banka. 
 
Table 1 shows how much increased the Czech banking sector in sum of all banking assets. We can see that 
market share of three selected banks is more or less 50% in our estimation period. As a consequence of the bank 
failures, the number of banks in the Czech market decreased from 48 at the beginning of 1994 to 36 at the end of 
2005. At the half of 2013 there are 34 banks in the Czech Republic. 
 
 
Fig. 1: Taxes’ development 
Legend: Left axe is for Share of taxes paid by banks, right axe is for CZ taxes government income. 
 
On Figure 1 we can see that share of taxes paid by selected three banks on total taxes income of the Czech 
Republic is approximately 8%. One from these three banks (CSOB) earned total loss in 2008. On the other hand, CZ 
taxes income reached its maximum in 2008. Therefore it was the minimum share in this year. After 2008 we can see 
decreasing of taxes income, influenced by less economic activity due to global financial crisis. Taxes are major 
income of the whole Czech economy. Possible future risk within the transformation of Czech subsidiaries into 
branch offices means reduction of taxes’ income because branch offices pay taxes abroad in the parent’s country due 
to current legislative. This reduction can also influence development of government debt or even government 
spending. A positive aspect of foreign capital and ownership of the Czech banks is definitely the bad loans’ 
deprivation of the Czech banking sector. Our banks are therefore very strong in capital adequacy, more than 
according BASEL III rules. 
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3. Data and methodology 
Obtained annual data are from two sources. First data are taxes paid by selected Czech banks from their annual 
profit and loss statements. Second data are the Czech government debt values from the Czech National Bank 
statistical database, the both in period from 2002 to 2012. Then it is estimated relationship between development of 
the government debt and development of the government taxes income (as sum of taxes paid by banks). It should be 
negative, of course. Growth rates are calculated in percentages using natural logarithms according next equation (1): 
 ,         (1) 
where xt means growth rate of government debt d or sum of taxes paid by selected banks s in time t. 
Basic relationship is then expressed through Generalized Method of Moments (GMM) using White estimation 
weighting matrix according equation (2): 
 ,          (2) 
where dependent endogenous variable dt is development of government debt in time t and independent exogenous 
variable st means sum of taxes paid by selected banks’ growth rate. Symbols Į and İt are constant and residuals of 
regression. 
4. Discussion on empirical results 
In this part of paper there is firstly demonstrated the model estimation output and then made a discussion part on 
its results including policy implications. 
Table 2: Estimation output 
Variable Coefficient 
9.3538 a 
-0.1365 a 
Adjusted R-squared 0.4847 
S.E. of regression 2.2642 
Durbin-Watson stat 1.8254 
Legend: Symbol a means statistical significant variable at 1% level. 
 
Output of regression model in Table 2 shows negative relationship between development of the Czech 
government debt and development of taxes paid by selected three banks. The result is logical because if taxes (about 
8% share of all taxes’ income) decrease, government debt should increase and conversely, taxes’ increasing should 
decrease growth rate of the debt. Adjusted R-squared is just about 50% but we should see that our selected banks are 
representing approximately 50% of the Czech banking sector. Technically we can see some positive autocorrelation 
in model’s residuals because DW stat is close to 1.82 and standard error of regression it is at 2.26 level. Despite that 
our model should be in good condition. Both, constant Į and taxes development s_t are statistically significant at 1% 
level due to p-values closed to zero. So, if foreign parents companies transform their subsidiaries to branch offices, 
it will be connected with lower taxes’ income from the Czech banks. That can influence development of government 
debt then. 
Reality of future risks connected with this issue is much more serious. The governor of the Czech National Bank 
argue that almost 100% of the Czech bank sector it is owned by foreign financial companies. This issue was 
highlighted also by International Monetary Fund (IMF) in 2012. For the Czech financial policy area IMF has argued 
and recommended this: The Czech financial system has proved resilient to the effects of the global crisis, but spill 
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over risks remain elevated. Despite slow GDP growth at home and financial strains abroad, the performance of 
banks is very good, with strong capitalization, solid profits, and ample liquidity. This resilience has been confirmed 
by the FSAP stress tests. It reflects a large extent a relatively conservative structure of bank balance sheets 
(particularly low loan-to-deposit ratios) and relatively low indebtedness of the corporate and household sectors. 
Nevertheless, the financial system is facing a number of risks. It is particularly related to the macroeconomic and 
financial developments in the euro area, where the parents of the major Czech banks are based. Importantly, the 
situation of the Czech banks is different from those in most other European host countries. The Czech subsidiaries 
are typically net creditors vis-a-vis their parents (IMF, 2012).  
Foreign owners of the Czech banking sector can also take some cash flows from their subsidiaries. This can be 
a serious problem for the country in the future. Money price will increase for the Czech resident companies then. It 
can negatively affect development of GDP in the country, even the existing of some companies in the Czech 
industries (Heryán and Stavárek, 2012). But if the Czech banks transform into branch offices of the foreign 
companies, there will be big differences in deposit insurance, too. It will be transfer to abroad. The Czech Republic 
can also pay through this way to the common insurance according European Banking Union rules, even if we have 
the Czech crown and are not a member of euro area. 
Taxes are the biggest income to the state budget of the Czech Republic. However, there are also some future 
implications for fiscal policy in the country from our results. Lower income from taxes will mean restrictive policy, 
if the Czech government would influence positively development of government debt. These are: 
x Increase of autonomous taxes, 
x Increase of taxes from incomes of the both, households and companies, 
x Decrease of government spending, 
x Decrease of transfer payments to economy. 
Nevertheless, restrictive fiscal policy reduces GDP and includes steps which reduce popularity of politicians in 
public eyes. Therefore it is impossible make some effective measures to influence positively development of 
government debt in case of changing the Czech banks into branch offices from foreign companies and more than 8% 
lower taxes’ income. 
5. Conclusion 
Aim of the study was to examine how negatively could change the role of Czech banks’ parent companies whose 
ownership can impact on the development of the government debt in the Czech Republic. Results of this paper 
proved significant negative impact of banks taxes’ development on the government debt’s development. Foreign 
companies can negatively influence its development through transforming their subsidiaries, the Czech banks to 
their branch offices. In this case, not only taxes paid by banks will be paid abroad, it will negatively affect also 
money market through deposit insurance.  
In future research it could be tested the rest of the Czech banking sector and quantify forecast of government debt 
in more scenarios. This issue is much broader. It is connected with monetary as well as fiscal policy. Finally we 
should argue that the Czech public could not believe the political parties which promise lower taxes and more 
sociable economy, if the illustrated scenario will be real in near future. 
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